





























M emo Barclays Capital

To lain Abrahams, Alex Cameron, Patrick Clackson,
Paul Emney, David Fail, Roger Jenkins, Linda King,
lan Menzies-Conacher, Robert Nowicki, Jon Taylor,

David Williams
Cc Helen MacGregor
From Jonathan Zenios,
Jerry Smith,
Structured Capital Markets BA RC[AYS
Date Thursday, 22 August 2002
Subject SCM Approvals paper — Project COLT

1. BACKGROUND

Structured Capital Markets ('SCM') is seeking approval for Project COLT, a new investment
opportunity for US Hedge Funds ('Funds’). It should be noted that SCM Approvals Committee
previously approved Colt on 27 March 2002, but it has since gene through a number of changes.
The purpose of this further memorandum is to present the final Colt Structure. It should further be
noted that the global NPSO Committee (including NY NPC) approved this new structure on 30
July 2002.

COLT is targeted at those funds with a high proportion of US individual investors, stable year-on-
year retums and strategies involving short-term trading. This gives rise to significant short-term
capital gains for the investors regardless of whether or not they are invested in the fund for the
shorter or longer term.

COLT provides an after tax benefit to these investors through the conversion of their return from the
fund from short term capital gains (taxed at 39.6%) to long term capital gains (taxed at 20%).

This would be achieved by substituting the Fund’s direct execution of its trading strategy with a cash
settled call option over a Barclays proprietary account whose performance substantially replicates
the Fund’s trading strategy. Any gain on the call option would be long-term gain provided the call
option is held by the Fund for at least 12 months.

Due to the Call Premium (defined below) and rigorous controls (explained below), including de-
leveraging and daily risk monitoring, the economic risk to Barclays in the transaction would be
confined to a one-day catastrophic risk (i.e. gap risk). Structurally, this risk would reside in the prime
brokerage business (‘PB’) of Barclays Capital Securities Limited ('BCSL’) and Barclays Capital
Incorporated (‘BCI’). Importantly, PB currently takes this type of risk for existing clients.

SCM would earn fee income at the onset of the transaction of $9.5m. Further, it is anticipated that
increased revenue will be created in certain other areas within Barclays Capital: approximately $7m
p.a. to $10m p.a. from increased clearing charges and funding revenue for Prime Brokerage.
Further, Renaissance (the Fund that is the first target) has indicated that it will move its account to
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another bank if we do not provide them with this product, which would result in approx. $6m per year
of lost revenue to Prime Brokerage.

COLT is based largely on the Prime Brokerage business that has received NPSO approval.

Key financial data is set out below:

Proposed product limit TBD

Estimated revenue $9.5 million one off Fee Income for SCM
$7m - $10m per annum revenue for PB

Tax capacity N/A

Return on tax capacity

WRAs N/A

Return on WRAs

2. DETAILED TRANSACTION DESCRIPTION

Structure Diagram:
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Establishment of Palomino (Cayman) Ltd and HYMF (Cayman) Ltd; Transaction with Mestengo Inc.

BB PLC would form two entities: Palomino Ltd, a Cayman Island company (“Palomino”), and HYMF
Ltd, a Cayman Island Company (“HYMF"). Further, our Cayman Island [awyers would set up a
Cayman Island company (“Cay Co"), which would in turn set up a US corporation (*Mestengo”) to
participate in the transaction.

Palomino is utilized to 1) eliminate trade reporting obligations that would be required if BB PLC
participated in the transaction directly, and 2) to create a US tax resident entity that is not confined
by US regulatory rules that apply to US-formed entities.

HYMF and Mestengo Inc would be used as part of a cost-efficient structure that would enable
Palomino to sell US securities without being subject to the “up tick” rules that restrict short sales of
US securities.
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Group Treasury, through Capital Application and/or LERC process, has approved each of Palomino,
HYMF and Mestengo.

Loan from BBPLC (UK)

Palomino would borrow $1,800m from BB PLC (UK) on an unsecured basis. Note that this would be
from EFG's existing line with BB PLC. Therefore, this transaction does not require a new loan and
does not create any new issues with respect to large exposure reporting (as EFG's line is already
within existing limits).

Establishment of PB Account

Palomino would establish a prime brokerage trading account with both BCSL and BCI (collectively
referred to as the ‘PB Account’).

Palomino would place $2,000m into the PB Account to be used as collateral for a strategy identical
to that utilized by the Fund (‘Trading Strategy’). To replicate the Fund'’s strategy, Palomino would
hire the Fund's own investment manager (‘Trading Manager’) to manage the investments. The
Trading Strategy would be confined to sales and purchases of equity securities.

Back-to-Back Call Options

a. Simultaneous with the establishment of the PB Account, the US branch of BB PLC would write
an American-style call option to the Fund with respect to the value of the PB Account (the ‘Call
Option’), for which the Fund would pay a premium (‘Call Premium’) of $209.8m comprising:

e $200.3m representing the collateral for the Trading Strategy; and

e an amount representing SCM’s fee from the transaction ($9.5m in the diagram).

b. The Call Option would have a term of 3 years and would be cash settled. The effective strike
price of the Call Option would be $1,800, plus an appropriate charge for leverage (‘Call Strike’).

c. Simultaneous with its writing of the Call Option, BB PLC would purchase an identical option

from Palomino. The only difference being that the call premium would be $200.3m, as opposed o
$209.8m.

Arrangement between Palomino, Mestengo, and HYMF to address “up tick” restriction

Absent the arrangement between Palomino, Mestengo and HYMF, short sales of US securities by
Palomino (i.e., borrow stock from BC| or BCSL and sell it on the open market) would be restricted by
the “up tick” rule, which generally prevents short sales of a US security at the current market price if
the share price has been declining. To manage this restriction, Palomino would create identical
amounts of physically long and synthetically short positions in a large number of US securities so
that where Palomino makes sales of securities they will always be from the pool of long equity
positions. As a result, for NYSE purposes they will be treated as sales of long positions (not affected
by up tick rules), not short sales.
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